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Susan Whitehead, senior consultant at Hogan Lovells, considers whether 2015 been a busy year in the leveraged  
finance market.

Has 2015 been a busy year in the leveraged finance market?

2015 will apparently be the busiest year for private equity 
sponsor backed buyouts in Europe since the high point in 2008, 
with (according to Leveraged Commentary Data (LCD)) EUR 
26.2bn of sponsor-related buyout activity recorded for the year 
to 2 November (already exceeding the figure for the whole of 
2014).
Having said that, Europe-focused private equity sponsors are 
reportedly sitting on record levels of ‘dry powder’ (capital raised 
but not yet invested) of around $330bn, which makes this 

activity actually look pretty subdued. Sponsors are anxious not 
to repeat past mistakes by over-paying for assets and so face 
a real challenge to find the right businesses to buy for the right 
price when purchase price multiples are reportedly at a high of 
around ten times of the Target’s past earnings. They face stiff 
competition from cash-rich trade buyers for those businesses 
which are up for sale and are also up against potential sellers 
choosing to exit their investment through the public markets 
rather than by an auction process.

What are the main challenges affecting key stakeholders this year?

Bluntly, there is too much capital chasing too few deals. Banks, 
although subject to increased regulation and scrutiny in the 
leveraged finance space, are still very much open for business. 
This is predominantly down to the huge amount of liquidity 
available from debt funds and other financial institutions, 
including collateralised loan obligations (CLOs), who are looking 
to the leveraged finance market to produce a decent yield in 
a low interest rate environment. The financial press is full of 
stories of leveraged loan investors lamenting the lack of lending 
opportunities and how those deals which do come to market are 
frequently many times oversubscribed.

In the mid-market, banks face stiff competition from debt 
funds and other non-bank lenders to arrange and fund deals 
and to refinance existing deals. Recent examples include Ares’ 
£150m unitranche to refinance Universal Utilities and ICG’s 
£155m financing of the leveraged buyout (LBO) of Gala Bingo. 
Unhampered by the same regulatory burdens and blessed with 
nimble decision making processes, non-bank lenders are able to 

provide alternative types of products to the standard syndicated 
term loan, often stretching leverage levels further than traditional 
senior debt lenders are willing to. The rise of the unitranche 
product over the last few years is well documented, and this year 
layered packages, including first loss/second loss and second lien 
facilities have become popular with non-bank lenders, allowing 
higher leverage and incorporating fairly complicated agreements 
among lenders documenting the sharing arrangements between 
the various lenders.

2015 has also seen the continued impact of globalisation on 
the leveraged finance market. In their hunt for yield, many debt 
funds and institutional investors active in the leveraged finance 
market have been happy to invest in transactions in the US 
market and/or in the European market, and in the loans market 
and/or the high yield bonds market, increasing competition to 
secure investments still further and leading to a bleeding of terms 
between the different products.

Have you seen any particular trends emerging this year?

Against this backdrop, private equity sponsors have continued 
to exploit the oversupply of debt when looking to finance new 
acquisitions and to refinance their portfolio companies’ debt in 
order to loosen restrictions contained in the finance documents 
and to incorporate flexibility for borrowers to run their business 
and deal with their assets.

Cov-lite

In relation to larger sized deals, in the US market cov-lite facilities 
have been common for some time but 2015 has seen cov-lite 
facilities become more widely accepted on larger pure European 
deals too. LCD reported recently that 35% of all European loan 
issuance was cov-lite (compared to just 6.5% at the end of 2013). 



This compares to 64% of US market deals. Even where larger 
deals do contain maintenance financial covenants, it is now 
unusual for there to be a full suite of those covenants. Instead 
there is more likely to be a sole leverage test, which might be 
drafted only to be tested should the revolving credit facility be 
drawn (and sometimes only once a certain level of utilisation has 
been exceeded)—the co-called ‘springing covenant’.

In mid-market European deals, cov-lite is not the norm but 
there is pressure on maintenance financial covenants such that 
it is becoming less common to see a full LMA suite of financial 
covenants these days even in pure European deals with no US 
component. Frequently instead a so-called ‘cov loose’ package 
is included, meaning that the deal will sport a leveraged test and 
possibly an interest cover test too. Even though not all investors 
are comfortable investing on such terms, for the right type of 
business, and depending on the level of covenant headroom, 
there are still enough investors who are prepared to, such that 
sponsors can achieve a successful financing.

On covenanted deals, 2015 has also seen pressure from 
sponsors to make the terms of equity cure provisions more 
borrower-friendly. With certain constraints, EBITDA cures have 
been agreed on some deals. For traditional equity cures (where 
the cash injection is deemed to cure the debt side of the ratios) 
it is no longer usual to see a requirement for any cure amount to 
be used to prepay debt and it has also become uncommon for 
documentation to prevent sponsors from ‘over-curing’.

Incremental facilities

In their continued drive for flexibility, sponsors frequently look to 
include uncommitted incremental (or accordion) facilities in the 
finance documents. These facilities enable borrowers to raise 
additional secured debt which ranks equally with the initial debt, 
without the need to seek syndicate consent and/or to retake 
the guarantees or security at the time the additional funds are 

required. Incremental facilities have been around for a few years 
now but 2015 has seen sponsors look to:

• remove limits on when the incremental facility can be set 
up (this is generally no longer limited to 12-18 months from 
closing)

• bring in third party lenders without giving the existing lenders a 
right of first refusal to lend, and

• remove any ‘most favoured nation’ restrictions on the 
incremental facility’s terms 18-24 months after closing so that 
the borrower does not have to pay any (higher) then market 
rates on the existing facilities

While these points appear on many sponsor ‘wish lists’, they are 
not agreed on every deal.

Incremental facilities are often used to fund Permitted 
Acquisitions, of course, and there has also been continued 
pressure to loosen lenders’ controls over the nature of the 
businesses which can be acquired. Examples include sponsors 
asking for the ability to acquire minority stakes in businesses; to 
acquire negative EBITDA generating businesses and to reduce 
controls over the jurisdictions in which businesses can be 
acquired.

Agreed security principles

Continued sponsor focus on winning additional flexibility 
for portfolio companies can conflict with English law issues 
governing security re-characterisation when it comes to granting 
obligors’ freedoms to deal with assets which are expressed to be 
subject to fixed charge security interests. This is particularly an 
issue in relation to maintaining an English law fixed charge over 
shares or real estate when a sponsor wishes to deal with those 
assets in such a way which is incompatible with the fixed nature 
of the security.

What does 2016 have in store for leveraged finance?

More of the same. Assuming that the low interest rate 
environment continues, it is hard to see that competition for 
deals will ease when there are more and more entrants raising 
funds to invest in the market. This pressure will continue to drive 
the ability of sponsors to win flexible financing terms. Just how 
flexible will continue to depend on the nature of the particular 
business being financed, but in an environment where sponsors 
are focused on increasing future earnings generated by portfolio 

companies in order to make good returns on their investment, 
and can no longer rely on leverage alone to result in a respectable 
return on exit, their need for flexibility is easily demonstrated.
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